. General Electric. December 1991-December 1999. Increase of equity market value, shareholder value added, and created shareholder value (billion dollars)
Increase of equity market value
The equity market value of a listed company is the company's market value, that is, each share's price multiplied by the number of shares. The increase of equity market value in one year is the equity market value at the end of that year less the equity market value at the end of the previous year. Table 1 shows the evolution of General Electric's equity market value and the increase of equity market value during each year. It is important not to confuse the increase of equity market value with the shareholder value added, as they are two different concepts, as we shall see in the following section.
Shareholder value added
Shareholder value added is the term used for the difference between the wealth held by the shareholders at the end of a given year and the wealth they held the previous year. The increase of equity market value is not the shareholder value added.
One talks of an increase in the equity market value, but not of a shareholder value added when: -Shareholders subscribe to new shares of the company paying money, and when -A conversion of convertible debentures takes place.
One talks of a decrease of the equity market value, but not of a decrease of shareholder value 3 when: -The company pays money to all of the shareholders: dividends, and when -The company buys shares on the market (share buy-backs)
The shareholder value added is calculated as follows:
Shareholder value added = Increase of equity market value + Dividends paid during the year -Outlays for capital increases + Other payments to shareholders (discounts on par value, share buy-backs....) -Conversion of convertible debentures 3 Table 2 shows the calculation of the shareholder value added for the period 1991-1999. The shareholder value added has exceeded the increase of equity market value every year. This is because the dividends and other payments to shareholders exceeded the outlays the shareholders had to make. However, the shareholder value added is not the created shareholder value. For value to be created during a period, the shareholder return must exceed the required return to equity.
Shareholder return
The shareholder return is the shareholder value added in one year, divided by the equity market value at the beginning of the year.
Shareholder return = Shareholder value added / Equity market value For example, as Table 3 shows, General Electric's shareholder return in 1998 was 42%: the shareholder value added in 1998 (100.833 billion dollars) divided by the equity market value at the end of 1997 (240.136 billion dollars). One way to calculate the shareholder return is: increase in the share's price plus dividends, rights and other payments (discounts on par value, special payments...) divided by the share's price at the start of the year.
Required return to equity
The required return to equity (also called share cost) is the return that shareholders expect to obtain in order to feel sufficiently remunerated. The required return to equity depends on the interest rates of long-term Treasury bonds and the company's risk. Let us look at an example. On December 1997, the return provided by 10-year Treasury bonds was 5.74%. A shareholder would therefore demand a return on his investment that was higher than the 5.74% he could get risk-free. How much higher? That depends on the company's risk. Obviously, he would require a higher return on an investment in shares of a high-risk company than on an investment in shares of a lower-risk company.
The required return is the sum of the interest rate of long-term Treasury bonds plus a quantity that is usually called the company's risk premium and which depends on its risk.
Ke is the term used for the required return to equity (return on the investment required by the shareholder), also known as the equity cost.
If the one-year, risk-free interest rate is 12%, this means that one million dollars to be paid in one year's time with the guarantee of the State (this is what we mean by the expression "risk-free") today has a value of 1,000,000/1.12 = 892,857 dollars. The value today of obtaining a million dollars in one year's time, as a result of an investment in a company's shares, will be less because that million has more risk (we have less certainty of obtaining it). For the value today of our investment in the company to be less than 892,857 dollars, we must divide the million we expect to obtain by a quantity greater than 1.12. If we give our investment in the company a value of 833,333 dollars (1,000,000 /1.20 = 833,333), this means that we are restating at 20% less the million we expect to obtain in one year's time.
Another way of saying this is that the return we require on an investment guaranteed by the State is 12% (the risk-free interest rate) and the required return on an investment in the company is 20%. The difference between 20% and 12% is due to the risk perceived in a company and is usually called the company's risk premium.
Stating this idea as an equation, we could say that the required return on the investment in the company's shares (Ke) is equal to the risk-free rate plus the company's risk premium. The company's risk premium is a function of the company's perceived risk 4 : Ke = return of Treasury bonds + company's risk premium Table 4 shows the evolution of 10-year Treasury bonds and the required return to equity of General Electric. If, instead of investing in a single company's shares, we were to invest in all companies' shares (in a diversified portfolio), we would then require a return which is the following: Ke = return of Treasury bonds + market risk premium By way of reference, in 1999 and 2000, most market analysts used a market risk premium around 4%. 10-year Treasury bonds 6.70% 6.69% 5.79% 7.82% 5.57% 6.42% 5.74% 4.65% 6.44% Required return to equity (Ke) 11.5% 11.5% 10.0% 13.5% 9.6% 11.0% 9.9% 8.0% 11.1%
Created shareholder value
A company creates value for the shareholders when the shareholder return exceeds the share cost (the required return to equity). In other words, a company creates value in one year when it outperforms expectations.
The created shareholder value is quantified as follows:
Created shareholder value = Equity market value x (Shareholder return -Ke)
As we already saw that the shareholder return is equal to the shareholder value added divided by the equity market value, the created value can also be calculated as follows:
Created shareholder value = Shareholder value added -(Equity market value x Ke) Consequently, the value created is the shareholder value added above expectations, which are reflected in the required return to equity. Table 5 shows the created shareholder value of General Electric. General Electric has created value for its shareholders every year except 1994. Table 6 shows in simplified form the relationship between three variables, which are sometimes confused: increase of equity market value, shareholder value added, and created shareholder value. -------------------------------------------------------------------------- -------------------------------------------------------------------------- 6. The ROE is not the shareholder return ROE means Return on Equity. However, it is not true that the ROE, which is calculated by dividing the net income by the shares' book value, is the shareholder return. In section 3, we already defined the shareholder return as the shareholder value added divided by the equity market value and this is not the ROE. Table 7 , which shows General Electric's ROE and shareholder return prove this for each year. We can see that the ROE follows a different course from the shareholder return. Table 8 shows the created shareholder value of selected American companies during the three-year period 1997-99 and during the eight-year period 1992-99. General Electric was the second top company in both created shareholder value and equity market value. Table 9 shows the return of listed American companies in the three-year period 1997-99 and in the eight-year period 1992-99. It can be seen that General Electric was the thirtythird most profitable company during the period 1997-99. Yahoo! and Amazon were the most profitable. However, in 2000 the return for both Yahoo! and Amazon shareholders was -85%. 8. What should the shareholder return be compared with?
Comparison of General Electric with other companies
In section 5, we saw that a company creates value if the shareholder return exceeds the required return (and it destroys value in the opposite case).
However, the shareholder return is often compared with other benchmarks 5 . The most common benchmarks are: a)
Zero. If the shareholder return is positive (above zero), the shareholders have more money in nominal terms than at the beginning of the year.
b) The return of Treasury bonds. If the shareholder return exceeds that of investing in Treasury bonds, the shareholders have obtained an additional return for bearing more risk (the additional risk of investing in the company instead of investing in Treasury bonds).
c) Required return to equity. If the shareholder return exceeds the expected return, the company has created value: the shareholders have obtained a return that is greater than that required to compensate the additional risk of investing in the company instead of investing in Treasury bonds.
d) Shareholder return of companies in the same industry. If the shareholder return exceeds the shareholder return of companies in the same industry, the company has created more value than the other companies in its industry (for an equal investment and risk).
e) Return of the stock market index. If the shareholder return exceeds the return of the stock market index, the company has outperformed the market as a whole.
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Shareholder return
Benchmark
If the shareholder return is greater than benchmark
Shareholder value added
The shareholders have obtained an additional return due to greater risk
Shareholder value created
Company outperforms its industry 
